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No corporation can be a success unless led by dentpand
energetic officers and directors. Such individuaisuld be unwilling to
serve if exposed to the broad range of potentadillty and legal costs
inherent in such service despite the most scrugutegard for the interests
of stockholders. This is the rationale behind timelemnification and
advancement provisions of Delaware corporate lawrgbtly before me are
several issues arising from those provisions aowh fa contract between the
parties providing for the indemnification of theafPiiff.

Delaware statutory law is largely enabling with pest to the
indemnification rights of corporate officers andedtors. The Delaware
General Corporation Law (“DGCL") sets two boundariefor
indemnification: The statuteequiresa corporation to indemnify a person
who was made a party to a proceeding by reasonisodrvice to the
corporation and has achieved success on the nweritgherwise in that
proceeding. At the other end of the spectrum, ttaut® prohibits a
corporation from indemnifying a corporate offici@ho was not successful
in the underlying proceeding and has acted, esdgntin bad faith. In
setting these broad boundaries, Delaware law figth@portant public
policy goals of encouraging corporate officialgesist unmeritorious claims

and allowing corporations to attract qualified o#fis and directors by



agreeing to indemnify them against losses and esqserthey incur
personally as a result of their servicBrohibiting the indemnification of
unsuccessful “bad actors” also relieves stockhsldéithe costs of faithless
behavior and provides corporate officials with qprapriate incentive to
avoid such acts to begin with.

For any circumstance between the extremes of “sgtcand “bad
faith,” the DGCL leaves the corporation with thesatetion to determine
whether to indemnify its officer or director. Cogsently, corporations
routinely refine their indemnification obligationsy charter, bylaw, or
contract. Thus, because indemnification between Hweindaries of
“success” and “bad faith” ipermissive when a corporation has established
by contract the indemnification rights of a corgerafficial, the agreement
controls unless it conflicts with a mandatory staty provision.

In this case, the Plaintiff, a former corporateia&f, is suing the
Defendant, his former employer, for advancement iaadgmnification in
connection with several proceedings that arose ajutegulatory and
criminal investigations at the Defendant corpomatidhe Plaintiff and
Defendant are parties to an Indemnification Agre@nieat generally makes

mandatory what are permissive provisions for indépation under the

! See Stifel Fin. Corp. v. Cochra809 A.2d 555, 561 (Del. 2002).
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DGCL. The dispute centers around whether the Hiasucceeded on the
merits of any of the aforementioned proceedingss tentiting him to
indemnification as a matter of law, or whether #ddal discovery is
required to determine whether the Plaintiff actedaod faith, in which case
he will be entitled to indemnification under thelémnification Agreement.
The parties have briefed the matter, and | constdarbmitted as on cross-
motions for partial summary judgment. For the inddimation claims that
require additional discovery regarding the Plafistifjood faith, | set forth
the scope of evidence relevant to that iSskimally, | address the remaining
advancement issue in the case.

|. FACTUAL BACKGROUND?

This case involves a number of indemnification awVancement
claims by Plaintiff Marc S. Hermelin against hisrrfer employer,
Defendant K-V Pharmaceutical Company (“KV”). HermelWwho served as
CEO of KV from 1975 to 2008 and held various posisi on KV’s Board of
Directors from 1975 to 2010, seeks indemnificatmmadvancement for
several criminal, civil, and regulatory mattersttlasose following KV’s

distribution of oversized morphine sulfate tablet® the market. The facts

% The parties have briefed the issue of what evidémcelevant to the Court’s analysis of
whether the Plaintiff’'s actions were in good faith.

® The facts are not in dispute unless otherwise chofthe disputes that exist are
immaterial to my findings in this Opinion.
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giving rise to the proceedings at issue are molevaat to permissive
indemnification than mandatory indemnification, ti@mer of which
requires that the indemnitee meet a “good faittédndard of conduct.
Although, as | explain below, | cannot reach a siea on permissive
indemnification on the current record, a brief suamynof the undisputed
background facts is useful.

In May 2008, two pharmacies notified KV that thegdhreceived
oversized morphine sulfate tablets from KV. Thesabldts were
manufactured by KV and distributed by ETHEX Corgiara (“ETHEX”), a
subsidiary of KV. KV began an internal investigatimto the cause of the
distribution of the oversized tablets. In the ceuds its investigation, KV
discovered that it had manufactured additional sized tablets, including
propafenone, an anti-arrhythmic drug, and dextrdeetamine sulfate, a
stimulant. KV notified the Food and Drug Adminidgtoam (“FDA”) of its
discovery of the oversized morphine sulfate tablets it did not report its
discovery of the other oversized pills.

Following these events and after receiving compdairirom
employees, KV's Audit Committee conducted an indinvestigation and
ultimately decided to terminate for cause Hermslemployment as CEO of

KV. The disclosure of Hermelin’s termination in K&’Form 8-K filing



precipitated an investigation by the U.S. Attorse@ffice for the Eastern
District of Missouri (“USAQ”) and regulatory actisrby the FDA and the
Office of Inspector General of the Department ofalle and Human
Services (“OIG”). Hermelin seeks advancement ardkenmification for
several proceedings arising out of these investigat and regulatory
actions.

A. Indemnification Matters

In his Verified Amended Complaint (“*Complaint"), Hheelin sought
a declaration that he was entitled to indemnifaatfor six completed
proceedings arising from his conduct during his lempent with KV. Two
of those proceedings are no longer at i$sa® the matters have concluded
and the Defendant has agreed not to seek claw4drathe amounts already
advanced.| summarize below the remaining four proceedingise Audit
Committee Matter, the Criminal Matter, the FDA Cents Decree Matter,
and the HHS Exclusion Matter. In summarizing thpseceedings, | focus
on the charges Hermelin faced and the outcome<liieved, as those are
the principal facts upon which | evaluate whetherrrelin succeeded on the

merits or otherwise.

* The two proceedings are the SEC Enforcement Mattdrthe Derivative Action, which
are discussed at Verified Am. Compl. 1 68, 82,123, 131 [hereinafter “Compl. ___ "].

® See Hermelin v. K-V Pharm. G@011 WL 6225377, at *2 (Del. Ch. Dec. 13, 2011)
(denying the Plaintiff's motion for judgment on tpkeadings on this ground).
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Arguing that none of these matters justifies mangat
indemnification, KV invokes the “victory” of Pyrrisuof Epirus at the Battle
of Asculum in 279 B.C. and asserts that any sucbgsklermelin in the
underlying actions was a win as bad as a d8fBgtrhic victories, however,
where success in the matter comes at great sacrifice entitled to
mandatory indemnification under Delaware lam any event, most of the
“successes” alleged by Hermelin are not Pyrrhicswath great cost, but
instead losses akin to that of Lee at Appomattdxyluich it may be said
that the surrender on generous terms avoided antabé loss requiring
supreme sacrifice, and was in that sense successful

1. The Audit Committee Matt&r

In August 2008, KV’'s Audit Committee began an imgestion into

allegations by KV employees that Hermelin had refus take appropriate

® As then-Chancellor Chandler aptly recountedarn v. New Castle County“In 279
B.C., Pyrrhus of Epirus ostensibly defeated the Rorarmy at Asculum, but in the
process lost a devastating number of his own tro@psther such victory, he exclaimed,
and | shall be ruined.” 2007 WL 2981939, at *1 (D€h. Oct. 3, 2007) (citing 1
PLUTARCH, Pyrrhus in PLUTARCH’'S LIVES 538-45 (John Dryden trans., Anthu
Hugh Clough ed., Random House 2001) (1683)).

" The Pyrrhic victor would be entitled to hisasonablefees and costs onlgee8 Del. C.

§ 145(c) (“[SJuch person shall be indemnified aghirexpenses ... actually and
reasonably incurred . . . .").

8 Hermelin seeks only permissive, rather than mamglatndemnification for the Audit
Committee Matter. Thus, | summarize the facts efAlidit Committee Matter simply as
background for the other proceedings. Hermelintlement to indemnification for the
Audit Committee Matter depends on whether Hermatted in good faith with respect
to the conduct that was at issue in that Matter iantherefore not addressed in this
Opinion, which simply defines the scope of relevawviience with respect to Hermelin’s
permissive indemnification claims.



action in response to the discovery that KV’'s manturing process had
produced several oversized tablets. The Audit Cdtemi retained
independent counsel and purportedly conducted oftgrinterviews and
obtained and reviewed hundreds of thousands of rdents. Hermelin
retained his own counsel during the investigatidfollowing this
investigation, the board decided in December 2@0&1tminate Hermelin’'s
employment for causeKV disclosed its decision in a December 5, 2008,
Form 8-K filing® This disclosure caught the attention of the USA®@ a
other federal agencies.

2. The Criminal Matter

Soon after Hermelin’'s departure as CEO of KV, tHeAD began an
investigation into KV’s release of oversized piliéo the market. Based on

Hermelin’s position as a responsible corporateceffiof both KV and

® The parties dispute whether Hermelin officiallytined before his employment was
terminated. Hermelin claims that he retired on Dawer 1, 2008, and that the Board
decided to terminate his employment on DecembeK\b;asserts that it terminated
Hermelin’'s employment on December 1 and that #isiination was merely confirmed
on December 5SeeAm. Answer Def. K-V Pharm. Co. | 31. Nevertheldsscause
Hermelin does not seek mandatory indemnificationtfe Audit Committee Matter, |
need not resolve this factual dispute at this time.

19 SeeOpening Mem. Law PI. Marc S. Hermelin Regardingpiqable Legal Stds. and
Appropriate Scope Disc. 14 (“[T]he [KV] Board . acting upon the recommendation of
the Audit Committee as a result of its investigatisith respect to a range of specific
allegations involving, among other things, FDA regory and other compliance matters
and management misconduct, terminated the empldyragreement of Marc S.
Hermelin, the Chief Executive Officer of the Compatior cause’. . .. In addition, the
Board ... removed Mr. Hermelin as the Chairmanthef Board ... and as [CEOQ],
effective December 5, 2008. Mr. Hermelin is expdcte remain a member of the
Board . . . .”) [hereinafter “Pl.’'s Opening IndeMem. ___ "].
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ETHEX,'' the USAO charged Hermelin with two federal striietbility
misdemeanors, to which Hermelin pled guilty. Theitebh States District
Court for the Eastern District of Missouri (“Distti Court”) ordered
Hermelin to pay $1.9 million in criminal fines afatfeitures and sentenced
him to a term “not less than 30 days” in the StuisdCounty Jail. Hermelin
spent fifteen days in jail, during which time marof his private
conversations were recorded. The threatened puliiclosure of those
recordings is the subject of the Jail Records Mattscribed later in this
Opinion.

Hermelin contends that the USAO could have brougbte serious
charges against him and that by pleading guiltgh® two charged strict
liability misdemeanors he avoided conviction onsiadarsher charges. On
this basis, Hermelin argues that he was “successfulthe merits or
otherwise” in the Criminal Matter, and he seekemdification for his $1.9
million criminal penalty as well as his attorneyeseand expenses. KV

counters that Hermelin's incarceration and his paythof a large fine are

1 The responsible corporate officer (‘RCO”) doctriméginates from the U.S. Supreme
Court case obJnited States v. DotterweicB820 U.S. 277 (1943), in which the Supreme
Court found corporate officers in positions of autty to be criminally liable on
misdemeanor charges under the Food, Drug, and GiasAw (“FDCA”). Affirmed in
United States v. Park421 U.S. 658 (1975), the RCO doctrine permitsvaiion,
without a finding of fault, “of responsible corpeéeaofficials who, in light of [the high
standard of care imposed by the FDCA], have thegpdw prevent or correct violations
of [the FDCA'’s] provisions.’ld. at 672-74, 676.
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per se indicators that Hermelin was not successful on therits or
otherwise.

3. The FDA Consent Decree Matter

The FDA Consent Decree Matter involved an invesogaby the
FDA, during December 15, 2008, to February 2, 200®, whether KV’s
manufacturing facilities and processes were in d@mnpe with current
Good Manufacturing Practices (“cGMP”). The FDA sbu@n injunction
generally requiring KV, Hermelin, and other namesfethdants to refrain
from manufacturing, holding, or distributing anyudruntil certain cGMP
and quality control measures were undertaken byd#fendant$? At the
time the FDA filed its complaint, Hermelin was ranger the CEO of KV,
although he remained on KV’s Board. On March 18®Ghe FDA, KV,
Hermelin, and the other defendants entered a comssEmee whereby the
defendants agreed to destroy certain drugs andimefirtom manufacturing
or distributing any drugs until KV and the otherfetelants complied with
cGMP and other quality controls (“Consent Decré&Notably, however, in
the only paragraph of the Consent Decree refetartidermelin, the Consent
Decree clearly states that the provisions of ther&e do not apply to

Hermelin so long as (1) KV’s Board’s resolutionstéominate Hermelin’'s

125eePl.’s Opening Indem. Mem. Ex. 10, at 8-10.
13 See generally icEx. 9.
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employment remain in effect and (2) Hermelin “has role in the
decisionmaking, management, or operation of theednt KV that could
affect the company’s compliance with the [Food, dorand Cosmetic] Act,
its implementing regulations, or [the] Decréé. The Consent Decree
specifies that if the Board changes its resolutiams if Hermelin
subsequently becomes involved with KV in the marspecified, the terms
of the Consent Decree immediately apply in fulci®to Hermelin?

Hermelin argues that because the FDA'’s investigatm not find
him guilty of misconduct and because the Conserté&edoes not apply to
him, he achieved success in the FDA Consent Dediaéer. KV asserts
that Hermelin was not successful because the Corm3ecree effectively
bars Hermelin from returning to KV, and such a lesannot be construed
as “success.”

4. The HHS Exclusion Matter

The HHS Exclusion Matter involved a determinationtbe OIG to
exclude Hermelin from all federal healthcare progga In May 2010,
Hermelin received notice from the OIG of its intémtexclude him from all
federal healthcare programs based on his assatiaith ETHEX, a

subsidiary of KV that had already been convictediofating federal law.

%1d. Ex. 9, at 23.
B5d.
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This exclusion would effectively prevent Hermelnorh claiming payment
under any federal healthcare program for any itemservices he rendered.
The exclusion was to be based on federalgawnittingthe exclusion of an
individual “(i) who has a direct or indirect ownhkig or control interest in a
sanctioned entity and knows or should know . . thef action constituting
the basis for the conviction or exclusion .. .(oy who is an officer or
managing employee . . . of such entityFermelin’s counsel met with OIG
lawyers and submitted information in Hermelin's elefe. Nevertheless, in
October 2010, the OIG issued its formal determamato exclude Hermelin
from all federal healthcare programs for twentyrgea

Unlike Hermelin, KV faced the threat ofandatoryexclusion by state
Medicaid agencies based on its potential ownershipn excluded entity
(ETHEX) and its being controlled by an excludediviglial (Hermelin):’
To avoid exclusion, KV made arrangements with thé& @hereby the OIG

agreed to delay its exclusion of ETHEX on the cbadithat KV dissolve

16 See42 U.S.C.§ 1320a-7(b)(15) (providing for permissiexclusion of individuals
controlling sanctioned entities).

7 SeePatient Protection and Affordable Care Act, PubNb. 111-148, § 6502, 124 Stat.
119, 776 (2010) (repealed 2010) (current versiotR&l.S.C.8 1396a(a)) (requiring state
Medicaid agencies to exclude from their program#tiea that own excluded entities or
are controlled by excluded persons or entities)rdinafter “PPACA § 65027
Presumably, the same law that permitted the Ol@&xdude Hermelin would have
permitted the OIG to exclude KV; however, whethbe tOIG sought permissive
exclusion against KV is unclear.
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ETHEX immediately® By dissolving ETHEX before it became excluded,
KV could avoid its own mandatory exclusion for ongian excluded entity.
KV also faced mandatory exclusion due to Hermeliodstrolling
interest in the company. Hermelin contends thatwas faced with a
“Hobson’s Choice™: either divest himself of his ownership intereskV

and agree not to contest his own exclusion, oestiffe exclusion of K\

18 Def.’s Answering Br. Addressing Mand. Indem. am Disc. Ex. 1.

19 Compl. § 53. It has been pointed out to me thethriically speaking, Hermelin's

purported dilemma was not a “Hobson’s Choice,” whiefers to a choice between that
which is offered or nothing at all; i.e., “takeat leave it.” The term originates from

Thomas Hobson (1544-1631), a Cambridge, Englamdryistable operator who, after
realizing that his strongest and fastest horses vmore popular and consequently
overused, instituted a rotation of horses wherebypresented his customers with a
choice: take the horse nearest the stable doworoe at all.

Hermelin’s predicament, as it were, was insteadMarton’s Fork™ a choice
between two equally undesirable alternatives. Tloetdh’s Fork gets its name from John
Morton, the Archbishop of Canterbury and later Ldztancellor under Henry VII.
Morton justified taxing the rich as well as the poo the grounds that subjects living in
opulence could clearly afford to give generoushd aubjects living frugally clearly had
amassed savings and could thus give generously.

Neither a Hobson’s Choice nor a Morton’s Fork sdobk confused with a
“Catch-22,”seeJOSEPH HELLER, CATCH-22, at 45-46 (Simon & Schugtaperback
ed. 2004) (describing a rule whereby a combat piémfiared insane by evaluation would
be grounded, but the pilot must have requested evmuation, and requests for
evaluations were conclusive evidence of sanity beeéd[a]Jnybody who wants to get out
of combat duty isn’'t really crazy”), or “Buridan’@ss,” which satirizes moral
determinism by hypothesizing an ass placed preclsetween a stack of hay and a pail
of water, where the ass, which is presumed to gehichever is closer, cannot make a
rational choice and thus dies of both starvatind dehydration.

20 Again, it is unclear whether KV faced only mandgtexclusion under PPACA § 6502
or whether the OIG also intended to pursue permessixclusion under 42J.S.C.

8 1320a-7(b)(8); however, | need not resolve thatual dispute to reach my decision
here.

13



Hermelin agreed to sell his KV shares and waiverlght to appeal his
exclusion, and the OIG agreed not to seek perngissiclusion of K\
Hermelin now argues that he should not be “punisifiegd having to
bear his own legal expenses) for falling on hisvprbial sword, and that
KV must indemnify him for his expenses in connectiwith the HHS
Exclusion Mattef? Hermelin also claims to have achieved successuseca
the OIG found no misconduct on his part and higuskan was based solely
on his association with ETHEX. KV responds that rHelin was not
successful because he suffered the worst punishthahtthe OIG could
have bestowed upon him: an effective lifetime ram federal healthcare
programs. KV also argues that although the divestibf Hermelin’s stock
may have saved KV from mandatory exclusion, thaukhnot change the
calculus because the OIG negotiated Hermelin'susimh separately from

Hermelin’s agreement to divest his stock and whiseight to appeal.

1 See generallPl.’s Opening Indem. Mem. Ex. 13 (covering therterof a settlement
agreement between Hermelin, KV, the OIG, and S#alischeff, Hermelin’s wife).

2 The parties dispute whether the OIG would haveylsbthe divestiture of Hermelin's
ownership in KV but for the possibility of mandatogxclusion under PPACA 8§ 6502;
specifically, Hermelin argues that he should noselohis right to mandatory
indemnification for having “saved” KV from exclusioFor the reasons discussed later in
this Opinion, | find this factual dispute immatéra whether Hermelin succeeded on the
merits in the HHS Exclusion Matter.
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B. Advancement for the Jail Records Matter

In addition to his claims for indemnification fdré matters described
above, Hermelin seeks advancement for his legad Ba®d expenses in
prosecuting an action for injunctive relief agaitist St. Louis County Jail,
where Hermelin was incarcerated following his catign in the Criminal
Matter. After pleading guilty on March 10, 2011,thee Criminal Matter to
two federal strict liability misdemeanor chargebe tDistrict Court, in
addition to imposing a $1.9 million fine and fotteie, sentenced Hermelin
to a jail term of “30 days or less” in the St. LeuCounty Jail. Hermelin
spent fifteen days in jail, beginning March 14, 20During his jail stint,
Hermelin received and conversed with several wisjtoncluding his wife,
other family members, friends, clergy, and his peas$ assistant. Hermelin
did not discuss KV or its business during his sigther, his conversations
were of a private and personal nature and inclutledussions related to
medical, religious, legal, and other private mattefhese conversations
were recorded per the jail’s policy.

On April 25, 2011, a reporter at tB&. Louis Post-Dispatcrequested,
under the purported authority of the Missouri SumsH.aw, a number of
records from the jail pertaining to Hermelin’'s inoaration. According to

Hermelin, the reporter requested these recordsubecthePost-Dispatch
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was covering the demise of KV and Hermelin’s rdlerein. The requested
records included visitation logs, documents relatedisciplinary findings
or proceedings involving Hermelin’s incarceratioand, at issue here,
recordings of telephone calls made and received Harmelin and
conversations he had with visitors while incarcedatOn May 5, the Jail
released to the newspaper everything except therdiegs and stated its
intent to release the recordings unless ordereghetbe. Hermelin filed suit
to enjoin the release of the recordings, arguired they were of a private
and personal nature. The Circuit Court of St. LoGisunty entered a
permanent injunction on December 6, 2011, enjoirting release of the
recordings by the jail on the grounds that the eosations were “purely
private matters?®

Hermelin’s Indemnification Agreement excludes imgfication for
actions or portions thereof initiated by the indee®sm Hermelin contends
that he is nonetheless entitled to advancemenubedae effectively did not
initiate the Jail Records Matter, but rather emptbythe only defense
available to him when he was faced with the po&dulisclosure of sensitive
private information. Additionally, Hermelin argudabkat his action for

injunctive relief was the equivalent of a compusopunterclaim and that

23 Aff. Blake Rohrbacher, Esq. Supp. Def.’s Opening@®pp’g Advmt. Ex. P.
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the Indemnification Agreement does not except suwddims from

advancement. KV asserts that Hermelin’s actionaorinjunction clearly

falls within the exceptions that the Indemnificatidgreement carves out of
Hermelin’s advancement rights. KV also argues tlaten if the

Indemnification Agreement requires advancement foompulsory

counterclaims, Hermelin’s lawsuit was not a com@rlscounterclaim

because it was not “compulsory” as defined in tleedfal Rules of Civil

Procedure or Court of Chancery Rufés.

C. Procedural Posture

The parties briefed the issue of whether Hermedinentitled to
advancement for the Jail Records Matter, and théepapresented oral
argument on that issue on January 5, 2012. | noel for the reasons stated
below, that the Indemnification Agreement expressigludes advancement
for the Jail Records Matter on the grounds thatddin initiated the action
for injunctive relief.

| also decide here Hermelin's entitlement to maogat
indemnification and the scope of relevant, discaliky evidence going
forward in regards to permissive indemnificatiors Aexplain below, the

court can determine an indemnitee’s right to mamgatndemnification,

4 SeeFed. R. Civ. P. 13(a); Ch. Ct. R. 13(a).
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which turns on whether the indemnitee succeeded moceeding on the
merits or otherwise, on a record substantially nionged than that required
to determine the indemnitee’s right to permissimdemnification, which
inquires into the indemnitee’s good faith. Givenstldisparity in the
evidence necessary for a determination on mandatergus permissive
indemnification, | requested briefing from the pestaddressing whether the
Plaintiff was “successful” in any of the proceedinfpr which he seeks
indemnification—thus triggering mandatory indemeafiion under &el. C.
§ 145(c)—and, for the proceedings for which mangatedemnification is
not available, what the proper scope of relevamience is in regards to
permissive indemnification underDel. C.§ 145(a)> Having reviewed the
parties’ briefs and the record evidence, | findtthes a matter of law,
Hermelin is not entitled to mandatory indemnification for the Cirmad
Matter and the HHS Exclusion Matter, but thatifientitied to mandatory
indemnification for the FDA Consent Decree Mattéfith respect to the
scope of evidence relevant to permissive indenatiba in the Criminal,

HHS Exclusion, and Audit Committee Matters, | fitidat discovery is

%> See Hermelin v. K-V Pharm. G&011 WL 5921647, at *1 (Del. Ch. Nov. 23, 2011)
(directing the parties to “submit memoranda addngswhich, if any, of the Plaintiff's
indemnification claims arise from proceedings inichhthe Plaintiff was ‘successful on
the merits,” thus triggering mandatory indemnificat and what “the proper scope of
discovery [is] under section 145(a)").
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limited to the conduct underlying those proceedirigslaborate on these
findings below.

1. STANDARD OF REVIEW

Neither party in its papers has alleged that tlaeeematerial issues of
fact that prevent me from reaching a decision @nissues of advancement,
mandatory indemnification, or the scope of relevawidence for the
purposes of permissive indemnification. Additiogalihe parties agreed at
Oral Argument on January 5, 2012, that their bmgefon these issues should
be treated as cross-motions for summary judgifdrtherefore deem these
issues submitted for a decision based on the extmurd®’ A party is
entitlted to summary judgment where the record destnates that no
genuine issue of material facts exists and thatrtiozant is entitled to
judgment as a matter of & Where only a portion of the action may be
resolved on the record submitted, entry of partammary judgment is
appropriate?’

Hermelin and KV are parties to an Indemnificatiogréement, the
language of which provides the primary source of'&Kwhdemnification

obligations. The Indemnification Agreement providlest in any proceeding

28 Oral Arg. Tr. 7:24-8:6 (Jan. 5, 2012).
" SeeCh. Ct. R. 56(h).

8 1d. 56(c).

29 See id56(d).
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commenced to enforce Hermelin’s right to indemaiticn, KV “shall, to
the fullest extent not prohibited by law, have therden of proof to
overcome that presumptiofi’”Additionally, where a proceeding to which
Hermelin is a party “is resolved in any manner otllean by adverse
judgment against [Hermelin] . .. it shall be pmasd that [Hermelin] has
been successful on the merits or otherwise .Anyone seeking to
overcome this presumption shall have the burdgeradf and the burden of
persuasion by clear and convincing eviderice.”

[11. ANALYSIS
A. Advancement for the Jail Records Matter

Delaware law authorizes corporations to advanceeresgs incurred
by their officers or directors in defending any ttan, suit or proceeding”
for which indemnification is permittetf. Article I1X, Section 1(e), of KV's
Bylaws tracks this authorization and enables KV aggree to advance
expenses to officers and directdt®er the authorization of these permissive
sources of indemnification and advancement rigtie, Indemnification

Agreement mandatesadvancement of Hermelin’s expenses for certain

%0 Compl. Ex. B, at 8 (Indemnification Agreement $)8([hereinafter “Indemnification
Agreement ___"].

1 Indemnification Agreement § 7(e)(iii).

32 See8 Del C.§ 145(e).

3 SeeCompl. Ex. A, at A-11 [hereinafter “KV Bylaws __ ] “Expenses incurred in
defending a civil or criminal action . may be paid by [KV] in advance of the final
disposition of such action . . . .” (emphasis adyled
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matters. Because the Indemnification Agreementhé dnly source that
placesmandatoryadvancement obligations on KV, the Agreement plevi
the controlling language in my analysis here, ekdepthe extent that it
references or contravenes KV's Bylaws or the DGCL.

Section 4(a) of the Indemnification Agreement pdea:

(a) Except as otherwise provided in Section 3(b)(iv) of
this Agreement the Company shall advance Expenses to
Indemniteé® to the fullest extent permitted by the [DGCL].. .
if Indemnitee is or was a party or is or was theaatl to be
made a party to any Proceedihgpy reason of his or her
Official Capacityor by reason of anything done or not done by
Indemnitee in his or her Official Capacity.

3 See Levy v. HLI Operating Co., In624 A.2d 210, 226 n.59 (Del. Ch. 2007) (“Under
[section] 145(f), a corporation may provide indefiwaition rights that go ‘beyond’ the
rights provided by ... the other substantive satisns of [section] 145. At the same
time, such indemnification rights provided by apmation must be ‘consistent with’ the
substantive provisions of [section] 145 . . . .0d¢tng Waltuch v. Conticommodity Servs.,
Inc., 88 F.3d 87, 91 (2d Cir. 1996))).

% The Indemnification Agreement defines “Indemnitees Hermelin. See
Indemnification Agreement at 1 (describing an agrest “between [KV] . .. and Marc
S. Hermelin (‘Indemnitee’)”).

% The Indemnification Agreement defines “Proceedibgdadly to include

any actual, threatened, pending or completed igginvestigation, action,
suit, arbitration, or any other such actual or dweed action or
occurrence, whether civil, criminal, administrativer investigative,

including any appeal or petition resulting from Iswction or occurrence,
... except a proceeding initiated by an Indenenite. to enforce his or
her rights under this Agreement.

Indemnification Agreement § 1(g). The parties do dispute that any of the matters for
which Hermelin seeks indemnification are “Procegdinunder the Indemnification
Agreement. Rather, the parties dispute whether Hiemmnitiated the Jail Records
Matter, for which he seeks advancement.

371d. § 4(a) (emphasis added). Section 1(f) of the Agee defines “Official Capacity”:

“Official Capacity” means Indemnitee’s corporateatgs as an
officer and/or director and any other fiduciary aejy in which
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Section 3(b)(iv) provides a key exception to inddmation and
advancement: “Indemnitee shall receive no indeicatibn of Expenses . . .
in connection with any Proceedingr part thereof(including claims and
permissive counterclaim&jitiated by Indemnitee. . unless the Proceeding
(or part thereof) was authorized by [KV's] Board Birectors ... *
Hermelin argues that this provision does not paeladvancement for the
Jail Records Matter because he did not “initiatedt tproceeding; rather, the
Post-Dispatchnitiated the proceeding when it sent a requasinfimormation
to the Jail's Custodian of Records. Along similaes, Hermelin argues that
his claim for injunctive relief was akin to a contgary counterclaim and
points out that Section 3(b)(iv) implicitly doestrexclude advancement for
compulsory counterclaims.

Hermelin’s argument that tHost-Dispatchor the Jail’s Custodian of
Records initiated the Jail Records Matter by tleeily to release

Hermelin's recorded private conversations simplgaonstrues the language

of Section 3(b)(iv). Section 3(b)(iv) not only endes proceedings initiated

Indemnitee serves the Company, its subsidiaries afiiliates, its
employee benefit plans, and any other entity whiclemnitee serves in
such capacity at the request of the Company’s Gis@oard of Directors
or any committee of its Board of Directors. “OffitiCapacity” also refers
to all actions which Indemnitee takes or does a&e twhile serving in
such capacity.

Id. 8§ 1(f).
38 |1d. § 3(b)(iv) (emphasis added). Section 3(b)(iv) earout of its exception “judicial
proceeding[s] . . . to enforce rights under thisegnent.”1d.
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by Hermelin, but also part[s] ... (including claims and permissive
counterclaims)” initiated by Hermelili.Even assuming that the Custodian
of Records or th€ost-Dispatchinitiated” the Jail Records Matter and that
Hermelin’s lawsuit was a “defense” in that proceedd Hermelin is not
entitled to advancement for any “part” of the Jadcords Matter that he
initiated. The Jail Records Matter, or, from Hernmsl viewpoint, his
“‘counterclaim” therein, therefore falls squarelythwn the exclusion in
Section 3(b)(iv), an exclusion the parties bargaimad contracted for.
Whether such a contractual arrangement is goodocatg policy is not a
guestion before me.

In the alternative, Hermelin argues that his clé&minjunctive relief

embodied a compulsory counterclaim and that suaimel are carved out of

31d. (emphasis added).

0" Although | rest my decision on alternative grountiermelin’s argument that the
Custodian of Records or theost-Dispatchinitiated the Jail Records Matter is not
persuasive. Hermelin conceives of the records igcarad his action for injunctive relief
as occurring within a continual “Proceeding,” aattterm is defined in Section 1(g) of
the Indemnification Agreement, initiated by tRest-Dispatch This argument fails to
recognize the distinction between an act that giesto a chose in action and an act that
actually initiates a proceeding. Just as a persratening to disclose a trade secret does
not initiate a proceeding by his former employer to enjoin thigclosure, just as an
assault does nanitiate an actual proceeding by the victim for tort dansagend just as
the breach of a contract does mutiate a proceeding by the non-breaching party for
specific performance, the records request didmbate Hermelin's action for injunctive
relief. Under Hermelin's interpretation, the Indetee could never be seen as having
“initiated” a proceeding, even as a plaintiff, smd) as he had in the first place a chose in
action that he wished to vindicate. Although theords request may indeed have been a
“Proceeding” under the broad definition of Sectidiig) of the Indemnification
Agreement, Hermelin initiated a new “Proceeding’anthe filed his claim for injunctive
relief.
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Section 3(b)(iv)’'s exception. Assuming for the ppsps of my analysis that
Section 3(b)(iv) mandates advancement for compylsounterclaims, | find
that Hermelin’s actions for injunctive relief aretrsufficiently comparable
to compulsory counterclaims to warrant advancemditte Court of
Chancery Rules require a party to state in itsgagpas a counterclaim any
claim that that party has against the opposingyparising out of the
transaction or occurrence that is the subject maftehe opposing party's
claim* Hermelin essentially argues that because his cfaminjunctive
relief arose out of the same transaction or ocagges the request for the
jail records, and because he would have lost higyaio vindicate his rights
if he had not filed his claim, | should find thas lelaim for injunctive relief
was akin to a compulsory counterclaim, and thussidetthe ambit of
Section 3(b)(iv).

This argument ignores the inherent framework withimich a
counterclaim becomes compulsory. Neither the Cistodf Records nor
the Post-Dispatchfiled a claim requiring a responsive pleading from
Hermelin. Thus, there is no “subject matter of dpposing party’s claim”
from which Hermelin’s purported compulsory countaimn could arisé?

Hermelin's situation was no different than thatamfy other person whose

“1SeeCh. Ct. R. 13(a).
42 5eeid.
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rights are infringed in such a way that warranfsinative relief. Indeed,
because courts do not grant injunctions withouhewsng of irreparable
harm, any individual suing for injunctive relief lo\gfinition is faced with a
situation where he must file for an injunction osé the opportunity to
vindicate his rights. Hermelin’'s proffered readimguld thus in effect
remove all claims for injunctive relief from theaeh of Section 3(b)(iv).

| find it clear, however, that Section 3(b)(iv) ®@s and proscribes
indemnification for such claims. Hermelin's abstraconstruction of
“compulsory counterclaim” is simply unsupported llye contractual
language, and the case law he cites does not dugpaxtension of that
term’s definition beyond its definition in the Cowf Chancery and Federal
Rules. Because Section 3(b)(iv) covers Hermelinant for injunctive
relief, he was required to obtain permission froM¥«KBoard to pursue that
action in order to receive advancement. Hermelkjuested such permission
and did not receive it; accordingly, his claim fmtvancement for the Jail

Records Matter is deniéd.

3 Because | find that Hermelin's action for injunetirelief clearly falls within the
exception to indemnification carved out by Sect8fh)(iv), | need not reach the issue,
hotly contested by counsel, of whether Hermelin wesle a party to the Jail Records
Matter “by reason of” his Official Capacity.
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B. Fees for Fees

Having determined that Hermelin is precluded byti®ac3(b)(iv)
from receiving advancement for the Jail RecordstdatHermelin will
ultimately be required to reimburse KV for any adeaments made by KV
to Hermelin for the prosecution of the Jail Recdvtigter portion of Count |
of the Complaint. | leave it to the parties to tean agreement as to what
portion of the fees for fees advanced thus fanyf, covered the prosecution
of Hermelin’s attempted enforcement of his advarem@ntight for the Jail
Records Matter. If the parties are unable to restiis issue, they should so
notify me.

C. Indemnification Claims

Hermelin seeks mandatory indemnification for thenfdral Matter,
the HHS Exclusion Matter, and the FDA Consent Dechéatter. As
discussed below, the central issue for mandatalgnmification is whether
Hermelin was “successful on the merits or otherivis¢hose matters. | find
that Hermelin was successful only as to the FDAgeoh Decree Matter, for
which he is entitled to mandatory indemnificati¢far the remaining two
matters—the Criminal Matter and the HHS Exclusioattdr—as well as the
Audit Committee Matter (for which Hermelin does me#ek mandatory

indemnification), Hermelin may be entitled to pessive indemnification;
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however, as | discuss later in this Opinion, | cgmeach a determination on
that issue on the present record.

1. Mandatory Indemnification

Section 145 of the DGCL generally empowers corpamatwith the
discretion to determine when to advance expensesrtindemnify a
corporate officer or director. Nonetheless, Sectigtb(c) of the DGCL
mandatesndemnification where “a present or former dir@ato officer of a
corporation has been successful on the meritshanetse in defense of any
action, suit or proceeding”in which that director or officer was made a
party to such action “by reason of the fact thatplkrson is or was a director
[or] officer ... of the corporation’® Section 1(c) of Article IX of KV's
Bylaws tracks the language of DGCL § 145(c) alneostctly.

Section 5 of the Indemnification Agreement, entittthdemnification
for Expenses for Successful Party,” also tracks lHmguage of DGCL
8 145(c) and Article IX, Section 1(c), of KV's Byles:

Notwithstanding the limitations of any other progrss

of this Agreement, to the extent that Indemnitesuscessful on

the merits or otherwisén defense of any Proceeding, or in

defense of any claim, issue or matter thereinughalg, without

limitation, the dismissal of any action without judice, or if it

Is ultimately determined that Indemnitee is otheenentitled to
be indemnified against Expenses, Indemnitebkall be

48 Del. C.§ 145(c).
*1d. § 145(a).
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indemnified against all Expenses actually and nealsly
incurred in connection therewith. If Indemnitee partially
successful on the merits or otherwise in defenseamy
Proceeding, Indemnitee shall be indemnified agaiabt
Expenses actually and reasonably incurred in cdmamewvith
each claim, issue, or matter that is successfeliplved on the
merits or otherwise to the fullest extent permitbydaw:®

For the purposes of this proceeding, the partiesal dispute that the
three matters for which Hermelin seeks mandatodemmification are
covered “Proceedings.” The key issue for mandaitadgmnification under
the DGCL, KV’s Bylaws, and the Indemnification Agreent, is therefore
whether Hermelin was “successful on the merits threvise” in these
matters. If Hermelin was not “successful on theitaenr otherwise,” he will
still be entitled to indemnification unless KV cahow that his conduct
underlying the matters for which he seeks inderoation does not satisfy

the good faith standard required by DGCL § 145(a).

“® Indemnification Agreement § 5 (emphasis added).

" See8 Del. C.§ 145(a) (permitting indemnification so long as eeson “acted in good
faith and in a manner the person reasonably beliéwde in or not opposed to the best
interests of the corporation, and, with respecang criminal action or proceeding, had
no reasonable cause to believe the person's comgsctunlawful”). Although | do not
find it determinative in the matter before me, Itendor completeness that the
Indemnification Agreement presumes that Hermelirensitled to indemnification and
places the burden on KV to overcome that presump8eelndemnification Agreement
8 8(b) (stating that in a proceeding brought by lindemnitee to enforce his right to
indemnification, the “Indemnitee shall be presumedbe entitled to indemnification
under this Agreement and the Company shall, tduhest extent not prohibited by law,
have the burden of proof to overcome that presumpjti

28



The Indemnification Agreement provides additioc&rification of
the phrase “success on the merits or otherwisecti@e 7(e)(iii) of the
Agreement states:

The Company acknowledges that a settlement or other

disposition short of final judgment may be sucaoassf it

permits a party to avoid expense, delay, distractthsruption

and uncertainty. In the event that any action, nclaor

proceeding to which Indemnitee is a party is resolin any

manner other than by adverse judgment against Indeen

(including, without limitation, settlement of suéttion, claim

or proceeding with or without payment of money dhev

consideration) it shall be presumed that Indemnitas been

successful on the merits or otherwise in such agctsuit or
proceeding. Anyone seeking to overcome this presomp

shall have the burden of proof and the burden odyasion by
clear and convincing evidence.

The parties disagree on how closely a court masttisize the
outcome of a proceeding to determine whether th@enmitee was
successful under Section 145(c). Both parties anguée first instance, that
Hermelin’s success or failure can be determinedlgdtom the outcomes
that occurred in each proceeding. The parties odnte the alternative,
however, that should | disagree with their respegbositions on Hermelin’s
success or failure, | must allow additional disagvato the underlying facts
of Hermelin’s guilty plea in the Criminal Mattehd purpose of the FDA
Consent Decree, and the negotiations behind the Bktfusion. KV even

asserts that “whether the relevant governmentatyen¢lieved or intended
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Mr. Hermelin to be successful in the final resutié each of those
proceedings” should factor into my analy&is.

Such facts are beyond the scope of the inquiryireduy Section
145(c). When determining success on the merits, @aurt does not look
“behind the result® Rather, where theutcomeof a proceeding signals that
the indemnitee has avoided an adverse resultnteinitee has succeeded
“on the merits or otherwise,” and further inquinta the “how” and “why”
of the result is unnecessafy.Whether the prosecution, plaintiff, or
investigating government agency ‘“intended” for tlmeElemnitee to be
“successful” is clearly irrelevant. One can onlyagme the difficulty an
indemnitee would face in eliciting testimony frompaosecutor that she
intended for the defendant/indemnitee to “succeddén she negotiated the
plea agreement. Delaware law does not require abstractions; instead,

the only relevant consideration is “what the ress, not why it was> In

“8 Def.’s Opening Br. Addressing Mand. Indem. andg&cbisc. at 8 [hereinafter “Def.’s
Opening Indem. Br. ___"].

9'See Merritt-Chapman & Scott Corp. v. Wolfsé21 A.2d 138, 141 (Del. Super. Ct.
1974).

Y See Stockman v. Heartland Indus. Partners,, 12009 WL 2096213, at *10 n. 44 (Del.
Ch. July 14, 2009) (*[S]uccess’ under 8 145(c)flges not mean moral exoneration.
Escape from an adverse judgment or other detriméort, whatever reason, is
determinative.” (quotingWaltuch 88 F.3d at 96))Zaman v. Amedeo Holdings, Inc.
2008 WL 2168397, at *22 (Del. Ch. May 23, 2008) l{gl' success on the ‘merits or
otherwise’ standard is one that grants indemnibcato corporate officials even when
they have not been adjudged innocent in some ¢thricaoral sense.”).

1 Waltuch 88 F.3d at 96 (citingVlerritt-Chapman 321 A.2d at 141). Ir'Zaman V.
Amedeo Holdings, Incthis Court noted that some prior cases had et “if similar
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determining whether indemnification is mandatorydem Section 145(c),
this Court looks strictly at the outcome of the erging action® This
approach is consistent with the language of the D@@d avoids, where
possible, prolonged and expensive discovery inte facts behind a
particular dismissal, settlement, or plea. Thus,amalyzing each of the
indemnification matters here, | examine what Hermedas charged with or
formally accused of, and | compare that with theulteHermelin actually
achieved.

a.Hermelin Is Not Entitled to Mandatory
Indemnification for the Criminal Matter

It is clear that Hermelin was not successful in @@minal Matter.

The USAO charged Hermelin with two federal striabllity misdemeanors,

claims are pending in two forums simultaneouslgdssal of one case so that the other
case can go forward does not constitute succespuigroses of 8§ 145(c).” 2008 WL
2168397, at *22 (citingsaldi v. Berg 359 F. Supp. 698, 702 (D. Del. 1973)). This stioul
not be read as an exception to the rule that toigtGvill not look beyond the outcome of
a proceeding, but rather as a recognition of tlemtity between a dismissal on those
grounds and a ruling short of a final dispositidmdeed, indemnification under any
provision of the DGCL is improper pending the findisposition of the underlying
proceedingSee Paolino v. Mace Sec. Int’l, In2009 WL 4652894, at *4 (Del. Ch. Dec.
8, 2009) (“It is generally premature to considedamnification prior to the final
disposition of the underlying action.”) (citirffun-Times Media Group, Inc. v. Bla&b4
A.2d 380, 401-08 (Del. Ch. 2008jmon v. Navellier Series Fun2000 WL 1597890, at
*9 (Del. Ch. Oct. 19, 2000)).

2 See Stockmar2009 WL 2096213, at *11 (concluding that the imdétees were
successful because they achieved a dismissal withmjudice); Zaman 2008 WL
2168397, at *21-*24 (determining that the indemmitwas successful on the merits
because all of the counts in the complaint werenised); FGC Holdings Ltd. v.
Teltronics, Inc. 2007 WL 241384, at *10 (Del. Ch. Jan. 22, 200ind{ng that “[a] fair
reading of the Memorandum Opinion shows that [thdemnitee] did succeed ‘on the
merits or otherwise™).
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and Hermelin pled guilty to both chargésBecause of Hermelin's guilty
plea, the Court ordered Hermelin to pay $1.9 millio fines and forfeitures
and sentenced him to a maximum of thirty days iln fermelin argues that
a guilty plea, even if accepted by a court, isaroadverse judgment and that
by pleading guilty, he was able to “avoid expendelay, distraction,
disruption, and uncertainty,” and that he was tloeee“successful” by the
terms of Section 7(e)(iii) of the Indemnificatiogeement?

It is well-settled that, in a criminal proceediranything less than a
conviction constitutes “success” for the purposeB®CL § 145(c)>® Here,
however, Hermelin pled guilty to every charge agtimim, paid a
substantial fine, and served time in the St. L&osinty Jail. This was not a
successful outcome.

Additionally, | find Hermelin’s invocation of Secin 7(e)(iii) to be
unpersuasive. That provision states that a digpasshort of final judgment

may be successful in some circumstances. Sectioniij(e(@ reflection of

>3 SeePl.’s Opening Indem. Mem. Exs. 7, 8.

¥ The indemnification-promoting provisions of Seatid(e)(iii) relied on by Hermelin
and discussed below provide the Indemnitee withptlesumption of success only where
the matter is resolved “in any manner other than dayerse judgment against
Indemnitee.” Indemnification Agreement 8§ 7(e)(i®lthough I find that, in any case, the
result for Hermelin here was not a success, | ti@ea guilty plea accepted by the court
thereby becomes a conviction and an adverse judgmen

%> SeeStockman2009 WL 2096213, at *10 (“An indemnitee in a drial proceeding is
successful any time she avoids a conviction”); Merritt-Chapman 321 A.2d at 141
(“Success is vindication. In a criminal action, amgult other than conviction must be
considered success.”).
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established Delaware precedent that “success” Ud@&€L 8§ 145(c) “does
not mean moral exoneration. Escape from adversgmadt or other
detriment, for whatever reason, is determinatRid=or example, iMerritt-
Chapman & Scott Corp. v. Wolfsothe Court found that the indemnitees
were successful on the merits of and entitled tigdandemnification for
the charges against them that had been dismissesh #wough those
dismissals occurred as part of a plea deal wherentdremnitees pled guilty
to another charg¥.

Hermelin is unsuccessful in drawing a parallel lesw his case and
Merritt-Chapman Unlike the indemnitees iMerritt-Chapman Hermelin
did not achieve the dismissal of some charges aghim for the price of
pleading guilty to other charges. Rather, Herme&las charged with two
strict liability misdemeanors, and he pled guilbyldoth charges. Hermelin
insists that the USAO could have charged him withr@rserious crimes, an
assertion he bases on the charges leveled agaihtEXX, but that due to
successful negotiations between Hermelin's couasel the USAO, the
USAO only charged Hermelin with two misdemeanorke Bubstance of
these negotiations, if in fact they occurred, isydmel the scope of a

determination of success on the merits under Sedi#b(c). Just as this

%% Stockman2009 WL 2096213, at *10, n.44 (quotid¢altuch 88 F.3d at 96).
>’ Merritt-Chapman 321 A.2d at 140-41.
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Court will not look behind the result of a dismisga will not judge the
actual outcome of a proceeding against the univefsgimes with which
the indemnitee could have been charged. The prapatysis instead
considers the outcome achieved by the indemnitelgim of the formal
charges or claims against him.

In the criminal context, the dismissal of a chaegeates with success
In most instances, while a conviction (includingaaviction resulting from
a plea of guilty omolo contendereequates with failure. Here, Hermelin
pled guilty to all charged offenses, paid a largee,fand received a jail
sentence. Although by pleading guilty Hermelin caimably avoided some
“expense, delay, distraction, disruption, [or] unamty,” he cannot be said
to have “succeeded” simply because of that faceanlfindemnitee could
“succeed” by pleading guilty on all counts, thaseéemnitees utterly without
a defense to any charge would nonetheless be ‘ssfoéeon the merits,
thus circumventing the permissive indemnificatioroyisions of DGCL
88§ 145(a)-(b). Hermelin did not achieve successaog of the charges
against him, and for that reason, he is not edtitte mandatory

indemnification for the Criminal Matter.
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b. Hermelin Is Not Entitled to Mandatory
Indemnification for the HHS Exclusion Matter

Hermelin also did not succeed on the merits in kS Exclusion
Matter. In a May 19, 2010, letter, the OIG informiddrmelin that it was
considering excluding him from federal healthcaregpams, and the OIG
invited him to submit information in his deferf8eAfter considering the
information submitted by Hermelin in his defenske tOIG decided to
exclude Hermelin for twenty years from federal Hezdre programs.
Hermelin concedes that, because of his age, thsseffactively a lifetime
ban>® Comparing the potential outcome Hermelin facede(sively a
lifetime exclusion from federal healthcare programsd the actual outcome
of the proceeding (Hermelin’'s twenty-year exclusimm federal healthcare
programs), Hermelin clearly did not succeed on tterits of the HHS
Exclusion Matter.

Hermelin nonetheless contends that he was suctessfine merits
because the OIG’s determination did not requirentééin to make any
payment. Additionally, Hermelin argues that he sdeinto the settlement
agreement with the OIG to prevent the exclusioK\éf and that because of

this it would be inequitable to find that by doiag he forfeited his right to

8 p| 's Opening. Indem. Mem. Ex. 11.
9 Compl.  53.
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mandatory indemnification. Finally, Hermelin assethat his settlement
with the OIG, in which he purportedly gave up hight to appeal his
exclusion in return for the OIG’s agreement notet@lude KV, allowed
Hermelin to “avoid expense, delay, distractionyuji¢ion, and uncertainty,”
and thus the settlement was the type of “dispassicort of final judgment”
for which the Indemnification Agreement mandatetemnification.

All of these arguments attempt to sidestep what &ctuality a very
simple inquiry: in the proceeding in which the Otideatened Hermelin
with exclusion from federal healthcare programsl Hermelin “succeed”
when the OIG decided to exclude him for twenty gdaffectively, for life)?
It is clear that he did not. Moreover, | find iegbnt the fact that Hermelin
purportedly gave up his right to appeal his exdasaind divested himself of
his KV stock in return for the OIG’s promise not ¢égercise permissive
exclusion of KV. Hermelin argues that equity shoulshandate
indemnification in this context, but his right tedemnification, if it exists,
arises from statute and contract, not equity.

Admittedly, although the divestiture of Hermelirdsvnership in KV
appears to have been necessary to avoithdraatoryexclusion of KV, the
record also provides some support for the infergahaé the OIG sought a

waiver of Hermelin’s right to appeal his exclusionly in exchange for its
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promise not tgpermissivelyexclude KV. Furthermore, good corporate policy
may support the indemnification of officers whogood faith, “take one for
the company” to avoid bringing down the whole emtisie. My task here,
however, is not to pass judgment on KV’s corpofadécy, but rather to
determine, as a matter of law, whether Hermelienstled tostatutorily-
mandatedindemnification on the basis of his having “sucts on the
merits.” That determination is limited to the acdtithe OIG took against
Hermelin and the outcome of that action. It is clfam the timing and
content of the letters from the OIG to Hermelinttilae OIG’s plan to
exclude Hermelin was independent of any actiowokttoward KV. Thus,
Hermelin’s voluntary agreement to undergo additidmardship to protect
KV is irrelevant. Even if such an agreement wetevant to my analysis,
and regardless of what sound corporate policy metate, “taking one for
the team” and “falling on one’s sword” do not equ&b “success on the
merits or otherwise” for the indemnitee. On thetcany, it is the company
that “succeeds” in such an instance, albeit atitltemnitee’s expense.
Whether the company chooses to indemnify its afficesuch cases is a
matter of corporate policy, and DGCL 88 145(a)dbjhorize corporations

to establish that policy should they so desire.
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c. Hermelin Is Entitled to Mandatory Indemnificatioor f
the FDA Consent Decree Matter

| find that Hermelin was “successful on the meoittherwise” with
respect to the FDA Consent Decree Matter. As dssdisabove, in
determining “success” for the purposes of Sectidb(d), | compare the
charges Hermelin faced with the outcome he achiesad | do not look
“pbehind the result.” In essence, the Consent Decnggosed no new
restrictions, obligations, or penalties againstritdm, and thus, in avoiding
an adverse result, Hermelin achieved “succ&ss.”

The FDA’'s Complaint for Permanent Injunction soughtinjunction
generally prohibiting KV, ETHEX, Hermelin, and othdefendants from
manufacturing, holding, or distributing any drugilithe defendants brought
their operations into conformity with cGMP and fBBCA’* Although the
FDA’s Complaint sought to impose these restrictiamms Hermelin, the
restrictions contained in the Consent Decree ettgte by the parties did
not place any additional restrictions on Hermeliie only reference to
Hermelin in the body of the Consent Decree occtiBasagraph 24, which

states that the provisions of the Consent Decreaadapply to Hermelin

%0 See Waltuch88 F.3d at 96 (“Escape from an adverse judgmentter detriment, for
whatever reason, is determinative Mjerritt-Chapman 321 A.2d at 141 (“Going behind
the result . . . is [not] authorized by subsecfon . . ."”).

®1 pl.’s Opening Indem. Mem. Ex. 10, at 8-10.
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unlessKV’s Boardalters its resolutions terminating Hermelin’s eayphent
or Hermelin otherwise “assume[s] any role in thecisienmaking,
management, or operation of KV that could affece thompany’s
compliance with the Act, its implementing regulasoor [the] Decree®®

KV mischaracterizes Paragraph 24 of the Consentd@ess imposing
a “perpetual ban” on Hermelin from any managemerdgperational role in
KV.% What Paragraph 24 actually provides, howeverha if Hermelin
resumes any management role that could affect Kdimpliance with the
Consent Decree, the restrictions on KV and theradleéndantslso apply
to Hermelin. This provision is practical and unsigipg. KV’'s Board
terminated Hermelin’'s employment before the FDAdiits Complaint, and
thus because Hermelin did not hold a manageriatiposn KV, there was
no reason for the Consent Decree to apply to hinould be absurd to
exclude Hermelin from the restrictions of the Cansdecree vyet
nonetheless allow him to return to his old job ffemm the restrictions in
place against the rest of KV and its managers.gfaph 24 simply prevents
this absurdity. In any event, in avoiding a perdignaegative result in

connection with the Consent Decree, Hermelin sudm@é@ this Matter.

°21d. Ex. 9, at 23.
%3 Def.’s Opening Indem. Br. at 7.
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2. Evidence Relevant to Permissive Indemnification

The parties disagree on what evidence is relevard good faith
analysis under Section 145(a) and have briefedsthee. In the interests of
efficiency, | address the matter here. Where aaratp officer or director is
not “successful on the merits or otherwise,” Sextid45(a) and (b) of the
DGCL permita corporation to indemnify that person so londths person
acted ingood faithand in a manner the person reasonably believéee to
or not opposed to the best interests of the cotjeoraand, with respect to
any criminal action or proceeding, had no reasanabluse to believe the
person's conduct was unlawfdf"Here, however, KV’s Bylaws and the
Indemnification Agreement mandate indemnificationeve it is permissive
under the DGCI®® Thus, the distinction is not “mandatory” versus
“permissive” indemnification, but rather what standl | must employ in
determining Hermelin’s entitlement.

While statutorily mandated indemnification lookdyoto “success on
the merits or otherwise” and can usually be deteechibased on the relevant

court documents of the underlying action, statljorippermissive

®4 8 Del. C.§ 145(a) (emphasis added).

® SeeKV Bylaws, art. IX, §§ 1(a)-(b) (following the langge of DGCL §§ 145(a)-(b)
except replacing “shall have the power to” with &81; Indemnification Agreement
8§ 3(a) (“Except as otherwise provided in this Agneat, the Companghall indemnify
Indemniteeto the fullest extent permitted by the General ©ompion Law...."
(emphasis added)).
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indemnification requires a determination as to \WwhetHermelin acted in

good faith with respect to his conduct that ledh#® underlying action. The

latter determination requires additional discoverysupplement the present
record of this case, and | now address the scop®idénce relevant to the
issue of Hermelin’s good faith.

Based on the briefs submitted by the parties andwy research, no
Delaware case has squarely addressed what evidenmgevant to an
inquiry into whether an indemnitee acted in goathféor the purposes of
permissive indemnification under DGCL §§ 145(a) afid®® Section
7(e)(iii) of the Indemnification Agreement doeswsver, provide a starting
point for my analysis:

The termination of any Proceeding or of any clasaye

or matter therein, by judgment, order, settlementamviction,

or upon a plea afolo contenderer its equivalent, shall not . . .

of itself adversely affect the right of Indemnitee to

indemnification or create a presumption that Indéeendid not

act in good faith and in a manner which Indemnresesonably
believed to be in or not opposed to the best istsref the

% The scope of discovery is set forth in the Cofi€leancery Rules and includes

any matter, not privileged, whichiislevantto the subject matter involved
in the pending action, whether it relates to thenelor defense of the
party seeking discovery or to the claim or defenbeany other party,

including the existence, description, nature, aigtocondition and

location of any books, documents or other tangibilegs and the identity
and location of persons having knowledge of angalierable matter.

Ch. Ct. R. 26(b)(1) (emphasis added). Here, | afdtiee scope of evidence “relevant to
the subject matter involved in the pending actiarg} Hermelin’'s good faith or lack
thereof.
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Company or, with respect to any criminal Proceeditigat
Indemnitee had reasonable cause to believe thatrinidee’s
conduct was unlawfdY’

This provision clearly establishes that the paléicoutcome of a proceeding
does not itself create a presumption that the imites had a “non-
indemnifiable state of mind® Nonetheless, if the prosecution or the
plaintiff in the underlying proceeding establishtedt the indemnitee acted
in bad faith, particularly through a showing tha tndemnitee knew that his
actions were damaging to the company or that hmslect was unlawful,
“that would be conclusive evidence that the [indee®] is not entitled to
indemnification.®® Treating a finding of “bad faith” in an underlying
proceeding as conclusive evidence of a non-indeatn state of mind in
the related proceeding for indemnification under@(& 145(a) is simply a
fundamental application o€és judicata

Beyond these basic formulations, there is a deafticase law
addressing the scope of relevant evidence witheatsjo good faith under
Section 145(a). Irtockman v. Heartland Industrial Partners, L,.Ehen-

Vice Chancellor Strine acknowledged that

%7|d. § 7(e)(iii) (emphasis added). Section 7(e)(iigcks the language found aD@l. C.
§ 145(a).
22 Cf. Sun-Times Media Group54 A.2d at 401 n.83.

Id.
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[tihe language of 88 145(a) and (b) applies comafayt only to
cases where there has been a finding that the pgasrking
indemnification has violated some legal or equéaluty to
someone, the party has made an admission of clitgabr the
party has settled a case by making a paymentelfirt two of
these situations, there is a strong basis to elies indemnitee
acted against the interests of the corporationoaiesy, and
therefore providing indemnification would dampen e th
incentives of corporate officials to comply withethlegal and
fiduciary duties, a result at odds with public pgliMoreover,
in these situations, there will be a judicial retdeveloped in a
plenary proceeding regarding the underlying conegth can
serve as a basis for evaluating whether the indeexmet the
§§ 145(a) and (b) standard for good faith and lammiance”’

The third situation, settlement with a paymentmsre problematic, as a
settled case will rarely contain “a judicial recaddveloped in a plenary
proceeding.” Thus, additional discovery—in somdanses mimicking the
very litigation avoided by the settlement—may beuieed to permit a
determination on whether the indemnitee acted iodgfaith. As the

StockmanCourt noted, however, “there has been preciods Bpplication

of the 88 145(a) and (b) standard” in the case afflesnents “because
indemnitees typically work with the corporatiors lawyers, and insurers in
resolving cases’® Neither party inStockmancould point to any cases in

which this Court examined whether an indemnitee vglettled a case

% Stockman2009 WL 2096213, at *15.
11d. at *16.
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satisfied the good faith requirement of §§ 145 &)’* “After all,” the
Vice Chancellor remarked, “parties seek to setdses in order to obtain
peace and end further costs, not to kick the libgacan down the road?®
The matters for which Hermelin seeks indemnifmagpresent similar
challenges, as none of the matters contained afrilat Hermelin acted in
bad faith or an admission of culpability by Hermelirhe Criminal Matter
resulted in a guilty plea to two strict liabilityisdlemeanors. Given the lack
of culpability inherent in a guilty plea to a stri@bility offense, and since
Section 7(e)(iii) of the Indemnification Agreemepitecludes such a plea
from creating, of itself, a presumption that Henmehad a non-
indemnifiable state of mind, the record is inadeguwaith respect to
Hermelin’s conduct underlying the Criminal Mattdihe HHS Exclusion
Matter similarly did not contain a finding that Heglin acted in bad faith;
rather, Hermelin’s exclusion was based on his aagoc with ETHEX.
Finally, in regards to the Audit Committee Mattalthough KV’s Board’s
decision to terminate Hermelin’s employment “forusa” was allegedly
based on Hermelin’s willful misconduct, the curreaetord contains scant
evidence in support of that allegation; thus, thdips must supplement the

record before | can make a determination unden@etd5(a).

21q.
d.
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| find that a plenary trial is required on the issaf whether Hermelin
“acted in good faith and in a manner [he] reasonbblieved to be in or not
opposed to the best interests of [KV], and, witBpext to any criminal
action or proceeding, had no reasonable causeligvédhis] conduct was
unlawful.”® The evidence relevant to that issue is limitedHermelin’s
conduct underlying the proceedings for which Hemmnelseeks
indemnification. Thus, for the Criminal and HHS HRgion Matters,
discovery is limited to facts related to KV's andHEX's production of
oversized tablets, including the morphine sulfateextroamphetamine
sulfate, and propafenone tablets, as well as Hanfselctions in response to
their production. For the Audit Committee Matterowever, the
discoverable evidence includes facts related toatlegations made by KV
employees that triggered the investigation of Héinmas well as any other
instances of misconduct on the part of Hermelint tlagtored into the
Board’s decision to terminate Hermelin’s employment

Facts unrelated to the aforementioned activitiesaautside the scope
of relevant evidence. This should be fairly stréighvard for the Criminal

Matter and the HHS Exclusion Matter, as the rele¥acts are those related

"4 Hermelin shall be presumed to have satisfied thadard of conduct required for
indemnification under Section 145(a), and KV “shall. have the burden of proof to
overcome that presumption.” Indemnification Agreeirg 8(b).
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to the formal charges and allegations made agdflestmelin in those
matters. In a consistent fashion, | limit discovario the Audit Committee
Matter to facts related to Hermelin’'s conduct uhdeg the Audit
Committee’s investigation and KV’s Board’'s decisiovith respect to
Hermelin’'s employment. Presumably there will be stabtial overlap
between Hermelin's conduct underlying the Crimiaad HHS Exclusion
Matters and the complaints made by KV or ETHEX emwpés to KV’s
Board, as those complaints purportedly focused emnidlin’s failure to
respond appropriately to KV's manufacturing of ereed tablets, which of
course brought about the Criminal and HHS Excludvatters. It appears,
however, that the Audit Committee based its denisio terminate
Hermelin’s employment on additional misconduct Isridelin, such as past
confrontations with the FDA Yet unlike the other matters at issue, the
Audit Committee Matter did not involve formal chaggor civil allegations
(beyond the employee complaints that triggeredrfestigation); likewise,
the record does not demonstrate the consideratrtbrieh led KV’s Board to
terminate Hermelin’s employment. In order to shdwattHermelin is not

entitled to indemnification, it will be up to KV tdemonstrate that, in

> See Pl's Opening Indem. Mem. Ex. 14 (reporting thae tAudit Committee
investigated “a range of specific allegations iming, among other things, FDA
regulatory and other compliance matters and managemisconduct”).
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deciding to remove Hermelin, the Audit Committekexk on an incident in
which Hermelin’s actions constituted actual badhfaihe facts of any such
incidents relied upon by the Audit Committee aresthrelevant to whether
Hermelin is entitled to indemnification for the At@ommittee Mattef®

In limning the relevancy issues as | have, | rejéetdgrmelin’s
argument that discovery on the issue of good felhuld be limited to the
records established in the matters for which hekssaademnification.
Hermelin's suggested scope, which he generallytdino the papers and
transcripts filed in the underlying proceedings renclosely resembles what
this Court will consider in determining “successtba merits or otherwise”
under Section 145(c). Unlike Section 145(c), Sectiei5(a) requires a
finding that the indemnitee did not act in badia# fact-intensive inquiry
that will most likely require a trial and credilyli determinations. The
disparity between the relevant evidence, respdgtivmder Sections 145(a)
and (c) is, of course, the reason | decided tolvesgssues of mandatory

indemnification in a summary fashion.

"® Hermelin contends that discovery “reaching baclb&fore the underlying proceedings
and relating to areas having nothing to do with llages on which each of the subject
proceedings was resolved, is inappropriate, unsacgsand inconsistent with ... a
proper evidentiary record to evaluate the standércbnduct under Sections 145(a) and
(b).” Pl’s Opening Indem. Mem. at 46-47. To thdest that Hermelin’s alleged earlier
incidents of misconduct factored into KV's Boardiscision to fire Hermelin, however,
those earlier incidents are directly relevant toethler Hermelin met the “good faith”
standard of conduct.
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Moreover, the cases Hermelin cites do not suppsrialgument for
limited discovery. To be sureStockmanfound that “a judicial record
developed in a plenary proceeding ... can sesva hasis for evaluating
whether the indemnitee met the 88 145(a) and é@n)dstrd for good faith
and law compliance” Here, however, it is the very absence of sucttjadi
records from the underlying proceedings that néttes additional
discovery. Stockman did not hold that discovery for permissive
indemnification is limited to the judicial recordf ahe underlying
proceeding; rather, it simply provided that wherplenary judicial record
exists for the underlying proceeding, re-litigatiohthe issue of good faith
will often be unnecessary. The other cases citeHdaynelin do not support

his argument for similar reasoffs.

" Stockman2009 WL 2096213, at *15.

8 See Charter Commc'ns, Inc. v. McG&D05 WL 3107702, at *4 (E.D. Mo. Nov. 18,
2005) (finding that the indemnitee had not met tbequired standard of conduct for
indemnification because he had admitted to “knoy]rand willful[ ] participat[ion] in a
scheme to defraud” in his plea agreemelijss v. Bally Gaming Int’l, In¢.1996 WL
732530, at *1 (E.D. La. Dec. 12, 1996) (enteringnmary judgment in favor of the
indemnitee because the indemnitee presented, byfvayengthy affidavit, tndisputed
facts that [he] acted in good faith and in a marieebelieved to be in and not opposed to
the best interests of [the company] and that henwatasonable cause to believe that his
conduct was unlawful at all relevant times” (empéasided)). An earlier ruling denying
a motion to dismiss in thidaisscase actually supports broad discovery:

[Plermissive indemnification is dependent on [timelemnitee’s] good
faith and knowledge and Section 145(a) prohibiggresumption arising
from the fact of a conviction alone. . . . At tharee time, [the indemnitee]
has pleaded guilty to a crime with elements thaluite knowledge of the
actual commission of a felony and an affirmativeé &x conceal the
crime. . .. The indemnity agreement contemplatetcjal determination
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CONCLUSION

For the foregoing reasons, | find that the Plaingfnot entitled to
advancement for the Jail Records Matter; is noitledtto mandatory
indemnification for the Criminal Matter or the HHSxclusion Matter; is
entitled to mandatory indemnification for the FDASent Decree Matter;
and that the evidence relevant to the Plaintifflainas for permissive
indemnification is limited to the Plaintiff's condy and the facts related to
that conduct, underlying the proceedings for whiodemnification is
sought.

Although 1 rule in favor of KV on most of the indamfication and
advancement issues, it strikes me that it is KV Wwas won what may prove
a Pyrrhic victory. As | have discussed above, thetenited Delaware case
law addressing what evidence is relevant to thendstal of conduct
requirement in DGCL § 145(a). | suspect that thklof case law is owed
less to the fact that companies never face claims germissive
indemnification and more to the fact that, whesehare, it is clear that the
employee’s right to indemnification turns on “goddith,” economics

militate in favor of resolving the matter outsidé amurt, given the costs

in such a situation, anslch a determination must consider all the facts
germane to the dispute

Maiss v. Bally Gaming Int’l, In¢.1996 WL 288290, at *2 (E.D. La. May 29, 1996)
(emphasis added) (citation omitted).
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associated with a plenary trial on the indemniteesduct’’ The economic
incentive to settle would seem particularly compgllwhere the parties
have entered into an indemnification agreementthay have here, that
requires the company, at least initially, to foothbparties’ costs on its own.

If the parties wish, they can certainly conductcdigery and present
evidence at trial on the issue of good faith. Tebee, we will essentially be
conducting the litigation the parties havef thug favoided through
settlements, consent decrees, and plea agreerhbgdse it to the parties to
determine whether the elusive joys and potentiakebts of such litigation
outweigh the substantial costs that will result.

Counsel shall confer and submit a form of ordersesiant with this

Opinion.

" In many instances, of course, the indemnitee mnesnan employee, and thus the
interests involved are more nearly aligned thay Hre in this case.
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